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EXPOSURE DRAFT — AUGUST 15, 1977 
APPLICATION OF THE 
DEPOSIT, INSTALLMENT, 
AND COST RECOVERY 
METHODS IN ACCOUNTING 
FOR SALES OF REAL ESTATE 
A Proposed Recommendation to the 
Financial Accounting Standards Board 
EXPOSURE DRAFT 
This exposure draft has been prepared for public comment by 
the Committee on Real Estate Accounting of the Accounting 
Standards Division, American Institute of Certified Public 
Accountants. It is being distributed to Members of Council 
of the AICPA; Members of Technical Executive Committees of 
the AICPA; State Society Presidents and Executive Directors; 
Chairman of State Society Committees on Accounting Practices; 
and certain organizations outside the accounting profession. 
Copies are available to interested persons and organizations 
on request. 
Comments should be sent in time to arrive not later than 
November 15, 1977 to 
Thomas W. McRae, CPA 
Administrator, Special Projects 
Accounting Standards Division 
American Institute of CPAs 
1211 Avenue of the Americas 
New York, New York 10036 
File Reference 4210 
American Institute of Certified Public Accountants 
1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200 
August 15, 1977 
To Persons and Organizations Interested 
in Accounting for Sales of Real Estate 
The accompanying exposure draft has been prepared by the Committee 
on Real Estate Accounting of the AICPA's Accounting Standards 
Division to obtain the comments of interested persons and organi-
zations. It is intended to help focus attention on the Issues 
considered and foster the interchange of ideas among those 
interested in Improving accounting and reporting standards. 
The Committee urges respondents to give particular attention to 
the two alternative approaches to applying the installment method 
in accounting for real estate transactions involving nonrecourse 
debt as described in paragraphs 10 through 13 of the exposure 
draft. The Division plans to recommend one of the alternatives 
in the final Statement of Position. Therefore, respondents, in 
commenting on this matter, should indicate, and provide sup-
porting reasons, for their preferences to assist the Division in 
reaching a decision. 
Sincerely, 
Thomas W. McRae 
Administrator, Special Projects 
Accounting Standards 
AICPA 
TWM:abc 
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INTRODUCTION 
1. Questions have arisen with respect to the application 
of the general principles and specific conclusions set 
forth in the AICPA Industry Accounting Guide, Accounting 
for Profit Recognition on Sales of Real Estate, issued in 
1973. The Division addressed some of those questions in 
Statement of Position No. 75-6, issued on December 29, 1975. 
This Statement presents recommendations as a result of 
questions concerning the application of the deposit, install-
ment, and cost recovery methods, which are described in 
paragraphs 34 to 37 of the Guide, in accounting for sales 
of real estate. The Guide does not specifically address the 
application of these accounting methods, and diverse methods 
of application have developed in practice. The Division 
believes that narrowing the range of alternative practices 
is desirable. 
APPLICATION OF THE DEPOSIT METHOD 
General 
2. Accounting under the deposit method is described in para-
graph 35 of the Guide as follows: 
The deposit method postpones recognizing a 
sale until a determination can be made as to 
whether a sale has occurred for accounting 
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purposes. Pending recognition of the sale, 
the seller records no receivable but continues 
to show in his financial statements the prop-
erty and related existing debt and discloses 
the status of the property. Cash received from 
the buyer is reported as a deposit on the con-
tract except that portions of cash received 
that are designated by the contract as interest 
and are not subject to refund may appropriately 
offset carrying charges (property taxes and 
interest on existing debt) on the property. 
3. Except as indicated in the last sentence above, the seller 
should report all cash received from the buyer, including the 
initial down payment and subsequent payments of principal and 
interest, as a deposit (liability) on the contract. The seller 
should not report in the balance sheet notes receivable aris-
ing from the transaction but should continue to report the 
property and any related mortgage debt assumed by the buyer 
and disclose that those items are subject to a sales contract. 
The seller should not offset nonrecourse debt assumed by the 
buyer against the related property. Until the seller reports 
the sale, principal payments by the buyer on the debt assumed 
should be reported as additional deposits with corresponding 
reductions of the carrying amount of the mortgage debt assumed 
by the buyer. 
Depreciation 
4. Since, under the deposit method, the seller accounts for 
the property as if it were still owned, the Division believes 
a legal sale should not cause the seller to terminate record-
ing depreciation. While some believe that depreciation may 
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be charged to the deposit account to the extent that the deposits 
are not refundable, the Division believes that such practice 
is not consistent with the concepts underlying the deposit 
method. 
Provisions for Losses 
5. Under the deposit method, no sale is reported by the 
seller even if the terms of the transaction indicate that 
a loss has been incurred (for example, when the indicated 
sales value is less than the carrying value of the prop-
erty). The seller, however, should report the loss by 
a charge to income and as a valuation allowance against the 
property. The net carrying amount of the property, less 
the debt assumed by the buyer, should not exceed the sum 
of the recorded value of the nonrefundable consideration 
received and the fair value of the unrecorded note receivable. 
6. If, at any time after the transaction, circumstances 
indicate that the buyer is likely to default and the property 
will revert to the seller, a provision for an additional 
loss may be required. 
Sales Recognition 
7. The seller does not report a sale and continues to use 
the deposit method until the conditions in the Guide for 
recording a sale are met. Interest payments for the period 
before a sale is reported that are included in the deposit 
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account should be accounted for as additional sales proceeds 
at the time of recording the sale.1 
APPLICATION OF THE INSTALLMENT METHOD 
General 
8. When the substance of a real estate transaction indicates 
that a sale has occurred for accounting purposes, but collec-
tibility of the total sales price cannot be estimated reasonably, 
the installment method may be appropriate unless circumstances 
such as those described in paragraphs 28, 36, and 59 of "the 
Guide indicate that the cost recovery method is appropriate. 
The Installment method apportions each cash receipt between 
cost recovered and profit recognized in the same ratio as 
cost and profit are presumed to constitute the sales value. 
Transactions Involving Recourse Debt 
9. In those real estate sales transactions in which the buyer 
assumes an existing mortgage loan on which the seller is 
1See "Cumulative Application of Tests when Recognition of 
Sale is Delayed" in Statement of Position 75-6, Questions 
Concerning Profit Recognition on Sales of Real Estate. 
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contingently liable, the seller continues to have a risk 
of financial loss similar to the risk he would have if the 
debt was not assumed and he held a receivable in the same 
amount as the debt assumed by the buyer. Therefore, under the 
installment method, the profit to be recognized on the cash 
payments (including principal payments by the buyer on the 
debt assumed) should be based on the percentage of total 
profit to total sales value (including the first mortgage 
debt assumed by the buyer). The following is an illustration 
of the calculation. 
Assumptions: 
Cash down payment $ 150,000 
Second mortgage payable by buyer to 
seller (12%-10 year amortization) 350,000 
Total cash to be received by seller 500,000 
First mortgage assumed by buyer 
(9%-20 year amortization) 500,000 
Total sales price and sales value 1,000,000 
Cost 600,000 
Total profit $ 400,000 
The down payment is assumed to be inadequate for 
full profit recognition, and the installment 
method of accounting is assumed to be appropriate. 
It is also assumed that, subsequent to the down 
payment, the buyer pays $25,000 of principal on 
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the first mortgage and $35,000 of principal 
on the second mortgage. 
Profit recognition attributable to down payment: 
Under the installment method, profit recog-
nition attributable to the down payment is 
$60,000, representing 40% ($400,000 ÷ $1,000,000) 
of $150,000. 
Profit recognition attributable to the principal 
payments on the first and second mortgages: 
Under the installment method, profit recog-
nition attributable to the principal pay-
ments by the buyer on the first and second 
mortgages is $24,000, representing 40% of 
$60,000 ($25,000 + $35,000). 
Transactions Involving Nonrecourse Debt 
10. In those real estate transactions in which a buyer 
assumes an existing mortgage which is without recourse to 
the seller, the seller is not contingently liable. Some 
believe, however, that, for purposes of applying the in-
stallment method, no distinction should be made between 
recourse and nonrecourse debt assumed by the buyer. They 
believe that, for transactions involving either type of 
debt, the seller is essentially in the same position with 
respect to a second mortgage and may be motivated to honor 
the debt assumed by the buyer for various reasons, even 
though he is not contingently liable therefor. Others 
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believe that, if the seller is not contingently liable 
on the debt assumed by the buyer, profit to be recognized 
under the installment method on the cash collected should 
be based on the percentage of total profit to the total 
cash to be received by the seller. 
11. The Division is not now taking a position on the two 
alternative bases of applying the installment method in 
transactions involving nonrecourse debt. Rather, to focus 
attention on the issue and to foster the interchange of 
ideas, the two alternative positions are presented for dis-
cussion and comment. The Division plans to recommend one 
of the two alternatives in its final Statement of Position. 
Therefore, respondents to this exposure draft should in-
dicate, and provide supporting reasons for, their preferences 
to aid the Division in reaching a decision. 
Alternative A 
12. For real estate sales transactions in which the buyer 
assumes an existing mortgage loan on which the seller is 
not contingently liable, the profit to be recognized under 
the installment method on cash payments (including principal 
payments by the buyer on the debt assumed) should be based 
on the percentage of total profit to total sales value (in-
cluding the nonrecourse first mortgage debt assumed by the 
buyer). The application of the method should be the same 
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as that illustrated for recourse debt in paragraph 9 of 
this Statement. 
Alternative B 
13. For real estate sales transactions in which the buyer 
assumes an existing mortgage loan on which the seller is 
not contingently liable, the profit to be recognized under 
the installment method on the cash collected should be based 
on the percentage of total profit to total cash to be col-
lected by the seller. The following is an illustration of 
the calculation. 
Assumptions: 
Cash down payment $ 150,000 
Second mortgage payable by buyer to 
seller (12%-10 year amortization) 350,000 
Total cash to be received by seller 500,000 
Nonrecourse first mortgage assumed 
by buyer (9%-20 year amortization) 500,000 
Total sales price and sales value 1,000,000 
Cost 600,000 
Total profit $ 400,000 
The down payment is assumed to be inadequate for 
full profit recognition, and the installment method 
of accounting is assumed to be appropriate. 
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It is also assumed that, subsequent to the down 
payment, the buyer pays $25,000 of principal on 
the first mortgage and $35,000 of principal on 
the second mortgage. 
Profit recognition attributable to down payment: 
Under the installment method, profit recognition 
attributable to the down payment is $120,000, 
representing 80% ($400,000 ÷ $500,000) of $150,000. 
Profit recognition attributable to the principal 
collected by the seller on the second mortgage: 
Under the installment method, profit recognition 
attributable to the principal collected by the 
seller on the second mortgage is $28,000, rep-
resenting 80% of $35,000. (Note, no profit is 
attributed to payments by the buyer on the first 
mortgage. ) 
Financial Statement Presentation 
14. The form of financial statement presentation under the 
installment method is illustrated in Exhibit II on pages 
31-32 of the AICPA Industry Accounting Guide, Accounting 
for Retail Land Sales. At the time of sale, the income 
statement should present the total sales value, from which 
the deferred gross profit should be deducted, and the 
total cost of the sale. Deferred gross profit should be 
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presented on the balance sheet as a deduction from the 
related receivable. Deferred gross profit subsequently 
recognized as earned should be presented as a separate 
item of revenue on the income statement. 
APPLICATION OF THE COST RECOVERY METHOD 
General 
15. When the substance of a real estate transaction in-
dicates that a sale has occurred for accounting purposes 
under the Guide but that no profit should be recognized 
until costs are recovered because of the requirements of 
paragraphs 28, 36, or 59 of the Guide, the cost recovery 
method must be used. In addition, the cost recovery method 
may be elected initially to report transactions for which 
the installment method is permitted. 
16. Under the cost recovery method, no profit is recognized 
until cash collections, including both principal and interest 
payments, exceed the cost of the property sold. Cash col-
lections in excess of cost should be recorded as revenue 
in the periods collected. 
Financial Statement Presentation 
17. At the time of sale, the income statement should present 
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the total sales value, from which the deferred gross profit 
should be deducted, and the total cost of the sale. De-
ferred gross profit should be presented in the balance sheet 
as a deduction from the receivable. Principal collections 
should be used to reduce the related receivable. Interest 
collections on such receivables should be used to increase 
the deferred gross profit on the balance sheet.2 Deferred 
gross profit subsequently recognized as earned should be 
presented as a separate item of revenue in the income 
statement. 
CHANGE FROM INSTALLMENT OR COST 
RECOVERY METHOD TO FULL ACCRUAL METHOD 
l8. When developments subsequent to the adoption of the 
cost recovery or installment method provide evidence that 
collectibility of the sale price is reasonably assured, a 
change should be made to the full accrual method. In the 
absence of other conditions requiring deferral of profit 
recognition (such as the seller's continued involvement 
with the property sold or a decline in the value of the 
property sold), the remaining deferred profit should be 
recognized in income at that time. A circumstance that 
might ordinarily, but not necessarily, provide reasonable 
assurance that the remaining uncollected balance of the 
2For an all-inclusive or "wrap-around" receivable held by the 
seller, interest collected may be recognized as income to 
the extent of, and as an appropriate offset to, interest 
expense on prior lien financing for which the seller remains 
responsible. 
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sales price is collectible would be collection, on a cumu-
lative basis from the date the sale was first recorded on 
the installment or cost recovery basis for accounting pur-
poses, of the aggregate cumulative amounts contemplated by 
paragraphs 20, 21, 25, and 26 of the Guide (for this pur-
pose collections should be in cash or the other forms of 
payment specified in paragraphs 22 through 24 of the Guide), 
with the buyer's continuing investment thereafter meeting 
the requirements of the Guide. 
19. The Division believes that a change from the cost re-
covery or installment method of reporting profit on a sale 
of real estate to the full accrual method as a result of 
changed conditions is not a change in accounting principles. 
However, if the change has a material effect on the seller's 
financial position or results of operations, the seller's 
financial statements should disclose the effect of, and the 
reason for, recognizing as income the profit on the uncol-
lected portion of the sales value. 
* * * * * * * * 
